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increased costs, since deing so would add significant complexity, and because the projected
attainment of 90% funding is more than 15 years away for each plan in the study.

Assumptions

For purpose of this analysis, for both the ongoing DB Plan and the closed DB Plan, we
assumed that the entire required contribution would be contributed. Any contribution
deficiency that remains after accounting for the statutory contributions is assumed to be
contributed to the DB Plan. Potential costs assoclated with financing these additienal
contributions other than through tax revenue have not been included in our analysis.

If employee contribution rates are increased, it will result in higher ermployee contribution
account balances and higher refund payments. We've ignored the additional cost to the DB
Plan that might be incurred by having employees contribute more to a OB Plan.

Assumptions for the Ongoing DB Plan
= The valuation interest rate used to discount liabilities is 8.5% compounded annually,

= Actual investment return of 8.5% annually

= Total payroll grows at a rate of 3.75% per year, consistent with the Alternative
Assumptions adopted by the LCPR

= Entry age of new entrants remains the same as for the cumrent active participant group;
thus, normal cost as a percent of payroll does not change

= Consistent with current statutes, unfunded liabilities in the ongoing DB Plan are amortized
as a level percent of payroll over a period ending on the statutory amortization date.
Surplus liabilities are amortized over a rolling 30 year period. After the statutory
amortization date, the amortization period is reset to 30 years.

= Except as noted with regard to investment returns for the 7.0% scenario, no actuarial
gains or losses

= Market value of assets with no smoothing of investment gains or losses is used to
determine required contributions and funded status

= Administrative expenses remain level as a percent of payroll

= Other than as described herein, benefit provisions will remain unchanged
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= Future statutory employee and employer contributions will not be adjusted using the
contribution stabilizer provisions defined in statutes.

= All other assumptions and methods are as described in the 2010 actuarial valuation report
Assumptions for the DB/DC Plan

In the DB/DC Plan scenario, we made the following modifications to the assumptions and
methods described above:

= The DB plan is closed to all new hires effective July 1, 2010

= Future payroll is projected for active members as of July 1, 2010 according to the 2010
valuation “Alternative Assumptions”

= Normal cost is projected for active members as of July 1, 2010 according to the 2010
valuation “Alternative Assumptions”

= Unfunded liabilities are amertized as a level dollar amount over a peried ending on the
statutory amortization date. After the statutory amortization date, the amortization period is
reset to 30 years. The Governmental Accounting Standards Board (GASB) Statement No.
25 does not permit the current level percent of payroll amortization methed, which
assumes a constantly increasing payroll, to be used for a closed plan. Paragraph 36 1.3, of
GASB Statement No. 25 states that the amortization period may be determined using a
level dollar or level percentage projected payroll, and “if the level percentage of projected
payroll methed is used. .. projected decreases in that number should be included if no new
members are permitted to enter the plan (for example, a plan that covers only employees
hired before a certain date.)” Level dollar amortization is permitted by GASB for a closed
plan and is much more commonly used than a method that assumes decreasing payroll.

= Administrative expenses for the DB plan are a constant dollar amount equal to the
assumed expenses used to determine the required contribution as of July 1, 2010
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Important Notices

The information in this letter is provided solely to show the potential affect of legislation that
would close the DB plan to new entrants and cover new employees in a DC plan with 5%
employee and employer contribution rates. This report may not be used for any other
purpose; Mercer is not responsible for the consequences of any unauthorized use or for
reliance upon this report by any other party.

Decisions about banefit changes, granting new benefits, investment policy, funding policy,
benefit security and/or benefit-related issues should not be made on the basis of this report,
but only after careful consideration of alternative economic, financial, demographic and
societal factors, including financial scenarios that assume future sustained investment
losses.

The Fund is solely responsible for selecting the plan’s investment policies, asset allocations
and individual investments. Mercer's actuaries have not provided any investment advice to
the Fund.

Owr projections were based on the Plan's estimated financial condition at a particular point in
time and project the effect of client-specified sets of assumptions as to future events. They
do not predict the Plan's future financial condition or its ability to pay benefits in the future
and do not provide any guaranlee of future financial soundness of the Plan. Over time, a
plan’'s total cost will depend on a number of factors, including the amount of benefits the plan
pays, the nurmber of people paid benefits, the period of tirme over which benefits are paid,
plan expenses and the amount earmed on any assets invested to pay benefits. These
amounts and other variables are uncertain and unknowable as of the dates the projections
were completed.

Because modeling all aspects of a situation is not possible or practical, we may use
summary information, estimates, or simplifications of calculations to facilitate the modeling of
future events in an efficient and cost-effective manner. We may also exclude factors or data
that are immaterial in our judgment. Use of such simplifying technigues does not, in our
judgment, affect the reasonableness of these projections.

To prepare these resulls, actuarial assumptions, as described in our actuarial repors or
within this report, are used in a forward looking financial and demographic model to select a
single scenario from a wide range of possibilities; the results based on that single scenario
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are included in the report. The future is uncertain and the plan's actual exparience will differ
from those assumptions; these differences may be significant or material because these
results are very sensitive to the assumptions made and, in some cases, to the interaction
between the assumptions.

Different assumptions or scenarios within the range of possibilities may also be reasonable
and results based on those assumptions would be different. As a result of the uncertainty
inherent in a forward looking projection over a very long peried of time, no one projection is
uniquely “correct” and many alternative projections of the future could also be regarded as
reasonable. Two different actuaries could, quite reasonably, arrive at different results based
on the same data and different views of the future. A "sensitivity analysis™ shows the degree
to which results would be different if you substitute alternative assumptions within the range
of possibilities for those utilized in this report. The only such analyses we were engaged to
perform are the differences in projection scenarios and as such are described in the
attached exhibits.

Data, computer coding and mathematical errors are possible in the preparation of a
projection involving complex computer programming and thousands of calculations and data
inputs. Errors in a projection discovered after its preparation may be corrected by
amendment to the projection.

Certain actuarial assumptions, including discount rates, mortality tables and others identified
in the valuation report, are prescribed by Minnesota Statutes Section 356.215, the
requirements of the Standards of Actuarial Work established by the LCPR, and the Trustees
as of the valuation date. The Fund is responsible for selecting the plan's funding policy,
actuarial valuation methods, asset valuation methods, and assumptions. The pelicies,
methods and assumptions used in this valuation are those that have been so prescribed and
are described in our valuation report. The Fund is solely responsible for communicating to
Mercer any changes required thereto.

To prepare this report Mercer has used and relied on financial data and participant data
supplied by the Fund and summarized in the 2010 valuation report. The Fund is responsible
for ensuring that such participant data provides an accurate description of all persons who
are participants under the terms of the plan or otherwise entitled to benefits as of the
valuation date that is sufficiently comprehensive and accurate for the purposes of this report.
Although Mercer has reviewed the data in accordance with Actuarial Standards of Practice
No. 23, Mercer has not verified or audited any of the data or information provided.
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Mercer has also used and relied on the plan decuments, including amendments, and
interpretations of plan provisions, supplied by the Fund as summarized in the valuation
report dated December 2010. The Fund is solely responsible for the validity, accuracy and
comprehensiveness of this information. If any data or plan provisions supplied are not
accurate and complete, the valuation results may differ significantly from the results that
would be obtained with accurate and complete information; this may require a later revision
of this report. Moreover, plan documents may be susceptible to different interpretations,
each of which could be reasonable, and that the different interpretations could lead to
different valuation results.

Professional qualifications

We are available to answer any questions on the material in this report or to provide
explanations or further details as appropriate. The undersigned credentialed actuaries meet
the Qualification Standards of the American Academy of Actuaries to render the actuarial
opinion contained in this report. In addition, Mr. Dickson meets the requirements of
“approved actuary” under Minnesota Statutes, Section 356.215, Subdivision 1, Paragraph
{c). We are not aware of any direct or material indirect financial interest or relationship,
including investments or other services that could create a conflict of interest, that would
impair the objectivity of our work.

The information contained in this document (including any attachments) is not intended by
Mercer to be used, and it cannot be used, for the purpose of avoiding penalties under the
Internal Revenue Code that may be imposed on the taxpayer.

Sincerely,

Bt (). (Lot Ayl ) v bir——
Bonita J. Wurst, ASA Gary D. Dickson, FSA
Enclosure
Copy:

Jim Verlautz, Becky \Wegleitner, Sheri Wroblewski — Mercer
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Exhibia 1
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Exhibit 2a

Summary of Key Findings - 7.0% Investment Return Assumption

A summary of the increase in contributions required by adopting the DB/DC plan is
shown in Exhibit 2b based on the following assumptions:

* The valuation interest rate used to discount liabilities is 8.5% compounded annually
*  Actual investment return of 7.0% annually

Under the 7.0% alternative, because the liabilities are based on assumed investment
return of 8.5%, investment losses occur each year. The losses result in greater
contribution requirements in order to pay off the unfunded liability by the statutory
amortization date. After the statutory amortization date, if the plan continued to earn
7.0% and the valuation discount rate remain unchanged at 8.5%, losses would continue
to occur,

In particular, the analysis shows:

* The DB/DC plan clearly has higher annual contributions in the short-term, as
payments for the unfunded liabilities are accelerated.

Change in Total Required Contribution ($ millions)

Years PERA TRA_ | MSRS | Total
15 $612 $706 |  §305 $1623
610 $628 $588 $384 —$1600
11-15 $319 $94_ $323 _$736

16-20 ($535) ($689) $115 (§1,108)

= Part of the increase in short-term contributions is recouped in the form of lower
contributions in later years. Contributions are lower in the later years because the
accelerated contributions have the opportunity to generate more investment
eamnings. This is evident for all of the plans, which have "break-even” points after
year 15 for PERA, year 13 for TRA and year 19 for MSRS when the DB/DC plan
becomes less expensive than the ongoing DB Plan,

= Once the existing unfunded liability and asset losses realized prior to the statutory
amortization date are fully amortized, the DB Plan becomes less expensive than the
DB/DC Plan (see the final year of contributions shown on Exhibit 2b). Howevar,
continued asset losses after that date may again make the ongoing DB plan more
expensive than the DB/DC Plan.
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Public Safety Plans

UNIQUE CONSIDERATIONS

The defined benefit plan structure is key to providing benefit coverage to those individuals employed in
the positions responsible for ensuring the protection and safety of the general public. Not only the
defined benefit retirement annuities, but disability and survivor coverage offered through the statewide
public safety plans is critical to attracting and retaining individuals who put their lives on the line to
defend the safety of others.

The Legislature and the federal government have recognized the need to acknowledge the sacrifices
that families of public safety officers make through additional benefits to augment those of the defined
benefit pension, especially for officers who are injured, or even more importantly, killed in the line of
duty. The reasons why DB plans are more fitting for public safety professions (professions that do not
have comparable positions in the private sector) will be highlighted in this section.

Social Security Coverage

Unlike the general employee plans administered by the Minnesota statewide retirement systems, law
enforcement officers (local police, state patrol, conservation officers, etc.) and salaried fire fighters are
not allowed to participate in and contribute to the Social Security Old Age, Disability and Survivor portion
of the program offered by the federal government. Specifically, statutes governing Social Security
coverage for governmental employees in Minnesota, Section 355.07, the declaration of policy, in
paragraph (d) states:

“Nothing in any provision of this chapter authorizes the extension of the insurance system
established by this chapter, to service in any police officer's or firefighter's position or in
any position covered by a retirement system applicable exclusively to positions in one or
more law enforcement or firefighting units, agencies or departments.”

Beginning April 1, 1986, newly hired law enforcement officers and fire fighters were required to
contribute to and be covered by the Medicare portion of the federal program.

These professions impose intense physical and psychological demands on the individuals who
choose these career paths. The later retirement age currently in law for receipt of unreduced
retirement benefits from Social Security (capping at age 67, with some discussion of raising it
higher) do not align with the need for many in the public safety professions to leave these
professions before even age 62, the earliest age for receipt of benefits from Social Security. The
policy decision to not extend Social Security disability, survivor, and retirement benefits to our
public safety professions made sense in the 1950s when the state policy declaration was initially
enacted, and continues to make sense in today’s environment for public safety positions.
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Disability Benefit Protection

A key design feature of the benefits provided to members of our public safety plans is the disability
benefit protection afforded those who are unable to continue to perform the duties associated with their
professions. Different benefit levels are available depending on whether the disabling event occurred
while performing the work of the position, or otherwise. One of the policy reasons for providing some
disability benefit coverage for injuries or illnesses that result from non-hazardous work activities is to
ensure that individuals who are not in the best physical or psychological condition to ensure the safety
of the general public are not on the streets or responding to emergency calls when they cannot provide
the needed protection and services demanded of these professions.

Since there is no Social Security disability benefit available, the provision of disability benefit coverage
is key to those in a profession where fulfilling many of their main job duties means putting themselves
in hazardous situations with the potential of becoming physically disabled through injury, possibly
contracting a life-altering disease, or encountering difficult and traumatizing events that deteriorate the
mental capacity to continue to deal with these types of events.

Disability insurance could be an additional benefit provided by the DC plan; however, it is unlikely that
individuals could qualify for a disability insurance benefit, given the dangerous nature of their job
responsibilities.

Survivor Coverage

Surviving spouse and dependent children benefits are provided through the retirement system’s benefit
structure. As with the disability benefit coverage, these protections are not available through Social
Security since there is no participation in that program. As mentioned earlier, the State and the federal
government have taken additional measures to provide for the families of officers killed in the line of
duty, further recognition of the need to ensure the families of individuals in these professions are taken
care of and recognized for the sacrifices they make by supporting their public safety officer family
member.

Survivor coverage could be available through individual insurance policies, but the cost associated with
the individual insurance protection will far exceed the cost of providing this protection through the
pooled defined benefit plan, spreading the risk across a large group of participants. Insurance carriers
structure their benefit plan fees to provide a profit margin, something not needed in the administration
of the programs administered by the statewide retirement systems.

Recruitment and Retention
The DB plan design is key to the recruitment and retention of public safety officers. Unlike a DC plan,
the DB provides:

o sufficient retirement income (in lieu of Social Security benefits);

¢ adequate disability benefits in the event the officer is injured and unable to continue to work;
and

e adequate survivor protection in the event the officer is killed while protecting the safety of
others.

In 2005, the State of Alaska closed its DB plan for all state employees hired after June 30, 2006. The
Municipality of Anchorage is now considering re-opening its closed DB public safety plan to enhance
recruitment opportunities for public safety employees.
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Portability

One of the primary reasons that many believe DC plans are more suitable to today’s workers is that
individuals more readily move from job to job. That is not the case in the public safety professions.
Public safety personnel are typically “career” employees. In a public, multi-employer plan like that
administered by Minnesota’s statewide retirement systems, individuals who have chosen firefighting or
law enforcement as their profession can move from one local government employer to another and
continue to earn the same pooled, cost-sharing DB plan for their employment with all employers for
whom they provide their public safety service. Law enforcement personnel who move from local
government to a state law enforcement position or vice versa, earn benefit credit in each of the plans
recognized by state law to provide for the payment of benefits from each plan that when added together
would be comparable to the benefit earned if all service had been credited to one plan.

Transitioning to Retirement

Defined benefit plans for public safety personnel are designed to ensure that benefits are adequate for
early transition out of the work force. Public safety officers have physical fithess requirements
necessary to perform jobs that may be difficult to maintain as individuals age. These early retirement
provisions are modified from time-to-time to ensure they can remain affordable and align with the needs
of the employer to either transition some out of the workforce or to encourage longer service by skilled
officers who are needed to meet the needs of mentoring the less experienced public safety personnel
who are just beginning their careers.

Investment and Longevity Risk

The pooling of investment and longevity risk impacts the retirement savings needs of public safety
personnel even more than general employees given their earlier retirement (or disability) needs. With a
shorter working period in which to save, public safety personnel would need significantly greater
contribution levels to a DC plan or would need to take significant risks with the asset allocation in hopes
of producing an account balance sufficient to replace the same level of benefit provided in our DB
plans.

Individuals in law enforcement and emergency response positions face an increased longevity and
inflation risk, especially in light of the fact that they are not covered by Social Security. The risk is more
extreme for earlier departures from the workforce by individuals in these physically and psychologically
demanding professions. A DB plan can more cost effectively provide inflation and longevity protection
by pooling the risks. The DB structure can fund for the average life expectancy, knowing that some
participants will not live as long as projected while others will live longer. The assumptions to forecast
fund requirements are typically reviewed every four to five years and modest changes are made when
necessary. Doing so within a consistent time-line can ensure the administrators are adequately
forecasting the expected financing of the plan.

Conclusion

The academic and research information regarding DB and DC plans have been presented in this section
in the overall comparison of the various features of the two distinctly different retirement plan
arrangements. The use of the DB plan for public safety officers calls attention to the features of DB
plans that are difficult to adequately replace with the DC arrangement in light of the special protections
that can be more cost effectively provided through a DB.
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